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SUBJECT: California Spaceport Devel opment Zone Act of 2000

SUMVARY CF BI LL

Under the CGovernnent Code, this bill would require the Trade and Conmerce Agency
(TCA) to designate, upon application of an eligible city, county, or city and
county, spaceport devel opnment zones to pronote the devel opnent of a commercia
space transportation systemin the state.

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow qualified taxpayers in a spaceport devel opnent
zone to claima sales or use tax credit, a hiring credit, an enpl oyee wage
credit, a business expense deduction, and a 100% carry over of their net
operating | osses (NOLs) for a period of 20 years.

This analysis will address the Government Code provisions of the bill only as
they inmpact the departnment's prograns and operati ons or state incone tax revenue.

SUMVARY CF AMENDMVENT

The June 29, 2000, anendnents deleted the prior |anguage of the bill and inserted
t he | anguage di scussed in this analysis.

This is the departnent's first analysis of the bill

EFFECTI VE DATE

This bill would be effective January 1, 2001, and operative for taxable or income
years beginning on or after that date.

PROGRAM HI STORY/ BACKGROUND

California has four types of econom c devel opnent areas that have simlar tax
i ncentives:

?? Enterprise Zones,

?? Local Agency MIlitary Base Recovery Areas (LAMBRA)
?? Targeted Tax Area (TTA), and

?? Manuf act uri ng Enhancenment Areas (MEA)
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The following table shows the incentives available to each of the economc
devel opnent ar eas.

Types of Incentives EZ LAVBRA TTA VEA
Sales or Use Tax Credit X X X

Hring Credit X X X X
Enpl oyee Wage Credit X

Busi ness Expense Deducti on X X X

Net | nterest Deduction X

Net Operating Loss X X X

SPECI FI C FI NDI NGS5

Exi sting federal |aw specifies enpowernment zones and enterprise communities to
provi de economc revitalization of distressed urban and rural areas. The
Secretary of Housing and W ban Devel opnent and the Secretary of Agriculture

desi gnat ed ni ne enpower nent zones and 95 enterprise communities fromareas

nom nated by state and | ocal governnents (one enterprise conmunity in Inperia
County and one enterprise community in Watsonville). |In addition, the Secretary
desi gnated two suppl enental enterprise zones (one in Los Angel es) and four
enhanced enterprise conmunities (one in QGakl and).

Qual i fied zone busi nesses operating in federal enpowernent zones and enterprise
conmunities are eligible to finance property with exenpt facility private
activity bonds. This exenpt bond is the only tax incentive available to

busi nesses operating in enterprise communities. Two additional tax incentives
are avail able in enpowernent zones: (1) qualified enpowernent zone busi nesses are
al l oned an additional $20,000 depreciation expense deduction, (2) and enpl oyers
are entitled to a 20%tax credit for the first $15, 000 of wages paid to certain
enpower nent zone enpl oyees.

State or | ocal governments |located in areas in which enpowernent zones and
enterprise communities are designated are eligible to receive block grants for
soci al services and econom c devel opnent bl ock grants for use in accordance with
the strategic plan submtted by the state or |ocal governnent in the designation
nom nati on process.

The state or |ocal governnments |located in areas in which suppl enmental enpowernent
zones and enhanced enterprise conmunities are designhated receive economc

devel opnent grants and social services grants. Businesses that operate in these
areas receive no special tax benefits.

Under the Governnent Code, existing state |aw provides for the designation of
enterprise zones, Local Agency MIlitary Base Recovery Areas (LAMBRA), a Targeted
Tax Area (TTA), and two Manufacturing Enhancenent Areas (MEA). Using specified
criteria, TCA designates these econom c devel opnent areas fromthe applications
received fromthe | ocal governing bodies. Enterprise zones are designated for 15
years (except enterprise zones nmeeting certain criteria nmay be extended to 20
years). FEight LAVBRA designations are authorized, at |east one fromeach of five
regions (as specified) of the state. Currently, TCA has designated four of the
ei ght LAVBRAs, and one other area has received conditional designation. Each
LAMBRA designation is binding for eight years. The TTA was desi gnated Novemnber

1, 1998, and the MEAs were designated Cctober 1, 1998. Both the TTA and MEAs are
bi nding for 15 years begi nning January 1, 1998.
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Under the Revenue and Taxation Code, existing state |aw provi des special tax

i ncentives for taxpayers conducting business activities within economc

devel opnent areas (such as enterprise zones). These incentives include a sales
or use tax credit, hiring credit, business expense deduction, and special NOL
treatnment. A discussion of each incentive, plus an enpl oyee wage credit and net
i nterest deduction discussion, follows.

Sal es or Use Tax Credit

The sales or use tax credit is allowed for an anount equal to the sales or use
taxes paid on the purchase of qualified property purchased for exclusive use in
an enterprise zone. The anmount of the credit is limted to the tax attributable
to enterprise zone incone. Qualified property is defined as foll ows:

z&s Machi nery and machi nery parts used for:
z& manuf acturing, processing, assenbling, or fabricating;
=& produci ng renewabl e energy resources; or
zs air or water pollution control nechani sns.

z#< Dat a processi ng and conmuni cati on equi pnent.

e&s Certain nmotion picture manufacturing equi pnent.

In addition, qualified property nust be purchased and pl aced in service before
the enterprise zone designation expires. The maxi num cost of property that may
be eligible for the enterprise zone sales or use tax credit is $1 nmillion for

i ndi viduals and $20 mllion for corporations.

Hring Credit

A business located in an enterprise zone nay reduce tax by a percentage of wages
paid to qualified enployees. A qualified enployee nust be hired after the area
is designhated as an enterprise zone and neet certain other criteria. At |east
90% of the qualified enployee’s work nust be directly related to a trade or

busi ness |ocated in the enterprise zone and at |east 50% nust be perforned inside
the enterprise zone. The business may claimup to 50% of the wages paid to a
gqualified enpl oyee as a credit against tax inposed on enterprise zone incone.
The credit is based on the | esser of the actual hourly wage paid or 150% of the
current mni mum hourly wage (under special circunstances for the Long Beach
enterprise zone, the maxinumis 202% of the m ni numwage). The amount of the
credit nust be reduced by any other federal or state jobs tax credits and the

t axpayer’s deduction for ordinary and necessary trade or business expenses mnust
be reduced by the amount of the hiring credit.

Busi ness Expense Deduction

A business located in an enterprise zone may el ect to deduct as a business
expense a specified anmount of the cost of qualified property purchased for
exclusive use in the enterprise zone. The deduction is allowed in the taxable or
i ncome year in which the taxpayer places the qualified property in service. The
basis of the property nmust be reduced by the anmount of the deduction. The

maxi mum deduction for all qualified property is the |esser of 40% of the cost or
the follow ng:
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If the property was placed in service:

Mont hs after designation Maxi mum deducti on
0 to 24 $40, 000
25 to 48 30, 000
48 and over 20, 000

NCOL Deducti on

A business located in an enterprise zone may elect to carry over 100% of the
enterprise zone NOLs to deduct fromenterprise zone income in future years. The
el ection nust be rmade on the original return for the year of the loss. The NOL
carryover is determned by conputing the business |oss that results from busi ness
activity within the enterprise zone.

Enpl oyee Wage Credit

Certain di sadvantaged individuals are allowed a credit for wages received froman
enterprise zone business. Public enployees are not eligible for the credit. The
amount of the credit is 5% of “qualified wages,” defined as wages subject to
federal unenpl oynment insurance. For each dollar of income received by the

t axpayer in excess of qualified wages, the credit is reduced by nine cents. The
credit is not refundabl e and cannot be carried forward. The anount of the credit
islimted to the amount of tax that woul d be inposed on incone from enpl oynment
within the enterprise zone, conputed as though that income represented the
taxpayer’s entire taxabl e incone.

Net | nterest Deduction

A deduction fromincone is allowd to certain |enders for the anount of net
interest earned on |oans made to a trade or business |located within an enterprise
zone. Net interest is defined as the gross anount of the interest |ess any
direct expenses (e.g., comm ssions paid) incurred in making the loan. The |oan
nmust be used solely for business activities within the enterprise zone and the

| ender may not have an equity or other ownership interest in the enterprise zone
trade or business.

CGeneral Incentive Limtation -- Apportionnent of Zone |ncone

For busi nesses operating inside and outside an enterprise zone, the anount of
credit or net operating |oss deduction that may be clainmed is limted by the

amount of tax on inconme attributable to the enterprise zone. |Incone is first
apportioned to California using the same forrmula as that used by all businesses
that operate inside and outside the state (property, payroll, a doubl e-wei ghted

sales factor). This incone is further apportioned to the enterprise zone using a
two-factor formula based on the property and payroll of the business.

This bill would authorize a new type of econom c devel opment area called a
“spaceport devel opnent zone.” This bill would specify that TCA shall designate
only a city, county, or city and county that nmeets certain criteria regarding the
spaceport devel opnent zone. A designation nmade by TCA woul d be binding for an
undet ermi ned amount of time fromthe date of the original designation
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This bill would provide TCA the authority to audit the program of any
jurisdiction in any designated spaceport zone, relating to the goals, objectives,
and comm tments made by the programat its designation date. The bill would
provi de specific ratings that would determne if the zone would continue or be
dedesi gnated. As such, the bill also provides TCA the authority to dedesignate a
zone.

Under the PITL, this bill would provide taxpayers doi ng business or enployed in a
spaceport devel opment zone the same tax benefits that are allowed taxpayers doing
busi ness or enployed in an enterprise zone, as described above. Also, this bill
woul d allow the sales and use tax credit and the hiring credit to reduce regul ar
tax below tentative mninumtax, as is allowed for other econom c devel opnent
area credits.

Under the B&CTL, this bill would provide taxpayers doi ng busi ness or enployed in
a spaceport devel opnent zone the sanme tax benefits that are all owed taxpayers
doi ng business or enployed in an enterprise zone. However, the bill also would
provide a net interest deduction to certain lenders simlar to that described
above and woul d not allow the sales and use tax and hiring credit to reduce
regul ar tax below tentative m ni mumtax.

Pol i cy Consi derati ons

Federal |aw prohibits discrimnatory state taxation of interest on federa
securities. This bill would allow a deduction related to interest received
by | enders that borrow noney to taxpayers engaged in a trade or business in
a spaceport devel opnent zone. This incentive, which provides a subsidy to
non-federal securities, could be considered to result in a violation of the
federal law prohibiting discrimnatory state taxation of interest on federa
securities.

This bill would establish two inconsistencies based on the type of taxpayer.
For exanple, it would allow a net interest deduction only to taxpayer-

| enders that file a corporate return. Al so, it would not allow corporate
taxpayers to use their sales and use tax or hiring credit to reduce regul ar
tax below tentative mnimumtax as individual taxpayers would be allowed to

do.
The bill would allow TCA to designate a spaceport devel opnent zone.
However, the bill does not limt the nunber of zones TCA may designate or

the length of tinme they would remain designated. Current econom c area
provisions contain limts on the nunber of zones or areas that may be
desi gnated and specify a tine period for when the zone or area will expire.

| npl enent ati on Consi derati ons

The hiring credit provision of the bill mrrors that of the existing hiring
credit for other econom c zones; however, the |anguage of the bill does not
include the criteria for “di sadvantaged and di sabl ed” enpl oyees. It is

unclear if this was an oversight or it was the author’s intent to excl ude
these criteria.
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The hiring credit and the enpl oyee wage credit both define the term
"qualified enpl oyee" for purposes of credit eligibility and exclusion from
eligibility. These definitions inpose the additional requirenment that the
enpl oyer obtain certification that the enpl oyee neets the elenents for a
"qualified enployee.” This certification nust be obtained fromthe

Enpl oynent Devel opnent Departnent, the |ocal county or city Job Training
Partnership Act adm nistrative entity, or the local county GAIN office or
soci al service agency, as appropriate. Wiile the bill does not specifically
tie the general eligibility requirenents to claimthese credits to the

requi rement that certification be obtained, the departnent has interpreted
this phrase in other simlar incentive provisions adm nistered by the
departnment to mean that without the certification the credits would be

deni ed. Moreover, under simlar incentive provisions adm nistered by the
depart ment, taxpayers have been unable to obtain a required certification
for reasons not related to eligibility (for exanple, if the certifying
agency is not providing certifications). It is unclear in those
circunstances whether the taxpayer is eligible for the credit in the absence
of obtaining the certification

As a result of these inplenentation concerns, the author may wish to clarify
his intent with respect to the certification requirenment of each credit. It
is suggested that the statute nmake clear that a taxpayer woul d not be
eligible to claimthe hiring credit or the enpl oyee wage credit unless the
certification is obtained. An exception to this requirenment would be where
the departnment finds that the taxpayer was unable to obtain the
certification through no fault of their own. For exanple, the |ocal
certifying agency was not issuing any certifications. The departnent can
provide | anguage to clarify the author's intent in this area.

The 40% busi ness expense deduction for qualified property contains a

recapture provision. It specifies that the deduction shall be recaptured if
the property ceases to be used within the spaceport devel opnent zone "at any
time before the close of the second taxable [inconme] year after the property

is placed in service." The departnment would interpret this recapture
provision in a manner consistent with the Legislature's original intent for
calculating the recapture period for simlar incentives. It was the

Legislature’s intent then to look to the |ast day of the taxable or incone
year in which the qualified property was placed in service and then add two
nore taxable or inconme years after that date to determ ne the recapture
period. However, the recapture provisions nay al so be interpreted to
require only for two taxable or incone years "to close" fromthe date the
itemof property is placed in service, which is a shorter recapture peri od.
Under the second interpretation, the first taxable [incone] year woul d be
the taxabl e year the property was placed in service. The author may wish to
clarify his intent on this issue to resolve any confusion that may occur

bet ween the FTB and taxpayers in regard to the proper interpretation

Department staff would be available to assist the author in drafting
amendnents to resolve the inplenentation considerations.
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Techni cal Consi der ati ons

The busi ness expense deduction provisions (Section 17256.6 and Section
24367) refer to “Section 1245” property and further defines “Section 1245”
by reference to a specific paragraph of Section 1245 of the I RC, which may
|ead to confusion. In addition, the bill contains several erroneous
references to the Internal Revenue Code. The attached amendnents woul d
clarify this |language by duplicating the | anguage used in other zone
sections and elimnate the erroneous references.

FI SCAL | MPACT

Departmental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Estimate

It is not possible to predict in advance the nunber and | ocation of
desi gnat ed Spaceport Devel opnent Zones, the response of potential

i ndi vidual s or business entities in such zones to the proposed tax
i ncentives, or the amount of expenses qualifying for claimng tax
benefits in any given year.

The average revenue |oss for the existing 38 enterprise zones was
approximately $1 mllion (per enterprise zone) for 1996. The highly

t echnol ogi cal nature of the proposed zones woul d indicate that revenue
| osses for spaceport zones could far exceed the experience of existing
i ncentive zones.
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